
The Obama administration and Congress are now
filling in the details of a long-anticipated plan for
reorganizing and restructuring financial regulation.
It is no exaggeration to say that the proposal will
create what are essentially government-sponsored
enterprises (GSEs) like Fannie Mae and Freddie
Mac in every sector of the financial economy. 

The principal elements of the administration’s
plan are these: 

• Establishing a federal agency as the systemic
regulator of the financial system

• Giving that agency the authority to desig-
nate “systemically important” financial insti-
tutions and establish a special regulatory
structure for these firms 

• Providing a mechanism for the government
to take control of financial institutions when
and if it decides that their failure will create
“systemic risk” 

To be sure, there are differences between the
implicit government backing that Fannie and Fred-
die exploited and a designation as a “systemically
important” firm, but in competitive terms, these dif-
ferences are minor. Designation as a systemically
important firm is, in effect, a certification by the
government that a firm is too big to fail—its failure,
in theory, will create systemic risk—and this status
will be seen in the markets as lowering its risk as 
a borrower. Lower risk will translate into lower 
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Reinventing GSEs: Treasury’s Plan for 
Financial Restructuring
By Peter J. Wallison
In late March—timed to impress the G20—the Obama administration revealed its plan for regulating and restruc-
turing the U.S. financial system. There were no surprises; its approach, presented by Treasury Secretary Timothy
Geithner, endorsed both a single powerful systemic regulator, with authority to designate and regulate “systemically
important” institutions in every financial sector, and a system for liquidating or bailing out financial firms that might
cause a systemic breakdown if they failed. Although presented as a way to prevent a repeat of the current financial
crisis, the proposals will, if implemented, seriously impair competitive conditions in all U.S. financial markets—
enhancing the power of large companies that are designated as systemically important and threatening the survival 
of those that do not receive that endorsement. Underlying the plan is the erroneous belief—shattered by the cata-
strophic condition of the heavily regulated banking sector—that regulation can prevent risk-taking and failure.
Although the plan could get through Congress if the financial industry remains inert and apathetic, the weakness 
of the administration’s case suggests that it is vulnerable to determined opposition. 
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Key points in this Outlook:

• A thorough analysis of the Obama adminis-
tration’s financial regulation proposal.

• Firms deemed “too big to fail” will receive
competitive advantages.

• A special resolution system will be a recipe
for repeated bailouts.

• The cases of AIG and Lehman do not provide
a rationale for the administration’s plans.

• A systemic risk regulator is not a seer.

• The financial world, largely silent about the
administration’s proposal, should speak up 
about its flaws. 
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funding costs, exactly the advantage that allowed Fannie
and Freddie to drive all competition from their market.
Indeed, it may well be that the systemically important 
firms will be more formidable competitors than Fannie and
Freddie, which were restricted by their charters from
expanding beyond their secondary market role. There is 
no indication that systemically important firms will be 
similarly restricted. 

In light of the competitive danger that the administra-
tion’s proposal creates for smaller firms, the lack of any
adverse reaction thus far in the financial services sector is
surprising. It is also surprising that the administration would
back a plan that will inevitably create more firms—rather
than fewer—that are too big to fail. It is not hard to under-
stand why the largest firms might not see the plan as a
threat; they might believe that the government support they
receive will be more helpful than harmful in the future. But
it is harder to understand why there seems to be so little
vocal opposition at this point from the many smaller firms—
insurance companies, securities firms, hedge funds, and
finance companies—that will be forced to face government-
aided competition. Perhaps they believe that these changes
are inevitable. There is little else to explain the support for
the idea from such organizations as the U.S. Chamber of
Commerce and the Securities Industry and Financial 
Markets Association—two organizations that are normally
skeptical about excessive regulation and object to the 
government picking winners and losers. This Outlook will
review the administration’s plan in detail, show the weak-
ness of the administration’s argument, and outline why and
how it will make major changes in the structure of and com-
petitive conditions in the financial sector of the economy.

The Administration’s Plan

In congressional testimony on March 26, 2009, Secretary
Geithner described the major features of the administra-
tion’s plan:

To ensure appropriate focus and accountability 
for financial stability we need to establish a single
entity with responsibility for consolidated supervi-
sion of systemically important firms. . . . That 
means we must create higher standards for all 
systemically important financial firms regardless of
whether they own a depository institution, to
account for the risk that the distress or failure of 
such a firm could impose on the financial system and
the economy. . . .

[W]e must create a resolution regime that provides
authority to avoid the disorderly liquidation of 
any nonbank financial firm whose disorderly liquida-
tion would have serious adverse consequences on 
the financial system or the U.S. economy. . . .
Depending on the circumstances, the FDIC and the
Treasury would place the firm into conservatorship
with the aim of returning it to private hands or a
receivership that would manage the process of wind-
ing down the firm.1

The last sentence makes clear that this is not simply a
proposal for winding down failed financial institutions in
an orderly way; instead, it contemplates a “conservator-
ship,” which would allow the government to take control
of a failing company and restore it to financial health. This
approach complements the idea that systemically impor-
tant firms are too big to fail and creates the vehicle that
would actually prevent their failure. Underlying the plan,
of course, is the glaringly false assumption that regulation
can prevent excessive risk-taking and failure by financial
firms. One glance at the catastrophic condition of the
heavily regulated banking industry should convince any-
one who thinks about it objectively that regulation is 
not the panacea its proponents suggest. The administration
has not yet decided what agency would be the systemic 
regulator, and it has not formally named the agency that
would have the authority to take over and resolve or rescue
failing or failed nonbank financial firms. The Federal
Deposit Insurance Corporation (FDIC) seems to be the
frontrunner for the resolution agency; the Federal Reserve
has been mentioned frequently as the likely systemic regu-
lator,2 but this raises serious policy issues.3

The Consequences of Designating Firms as
Systemically Important

The dangers to competition inherent in the administra-
tion’s plan arise in two ways: direct benefits to firms that
offer products enhanced by the apparent financial sound-
ness of the firm that offers them, and indirect benefits
through a lower cost of funds for firms that are perceived to
be less risky than their competitors. In insurance, for exam-
ple, where the financial soundness of a company could
make a competitive difference, the companies that can
boast that they are too big to fail are likely to be more suc-
cessful in attracting customers than their smaller competi-
tors. Similarly, but more indirectly, firms that can boast that
they are systemically important and thus too big to fail



would—like Fannie Mae and Freddie Mac—appear less
risky as borrowers than firms that are not protected by the
government, and this will produce lower financing costs.
Eventually, these firms will be able to use their superior
financing opportunities to drive competition from their
markets. Overall, the systemically significant firms will 
be subject to less market discipline, will be able to take
more risks than others, will grow larger in relation to 
others in the same industry, and will gradually acquire 
more and more of their less successful competitors. Even-
tually, we will see a market much like the housing market
that Fannie and Freddie came to dominate, with a few
giant companies, chosen by the government, that have
pushed out all significant competition. 

It is, of course, possible that the opposite could occur.
The companies that are designated as systemically signifi-
cant could face so much costly regulation that they
become less profitable than their competitors. Indeed,
some supporters of designating systemically significant
firms have argued that systemically important firms will
face such onerous regulation that no firm will want the
honor. But this seems unlikely. Yes, it is possible to regulate
systemically important companies so strictly that they are
not able to compete effectively with others, but such a 
policy would be self-defeating. If regulation so impairs 
the operations of systemically important companies that
they cannot carry on their businesses efficiently, that will
only mean they will have to be bailed out sooner. The fail-
ure of companies under regulatory supervision is a serious
indictment of the regulator’s effectiveness, and regulators
try hard to avoid it. Regulatory forbearance—refusal to
step in and close failing institutions—is a product of this
tendency and one of the most significant causes of the 
savings and loan (S&L) and banking crisis of the late
1980s and early 1990s. So pervasive was regulatory for-
bearance for S&Ls and banks during that period that a 
policy called “prompt corrective action” was written into
the Federal Deposit Insurance Corporation Improvement
Act of 1991 (FDICIA), the tough banking legislation that
was supposed to prevent future widespread bank losses. 
As discussed below, it has not worked as hoped. Regula-
tory forbearance seems to continue. The twenty-one banks
that have been resolved by the FDIC over the past year
have averaged losses on assets of 24 percent,4 even though
prompt corrective action was intended to enable institu-
tions to be closed before they had suffered any losses. Con-
trary to the notion that regulators could be tough on
systemically important firms, experience shows that they
try to help their regulated clients succeed.

The Administration’s Plan for Resolving
or Rescuing Failing Financial Firms

The extraordinary FDIC losses on failing banks should be
a warning to anyone who contemplates a nonbankruptcy
system for resolving failed or failing financial institutions.
In the few cases in which regulators will actually close
institutions under the administration’s plan, the losses 
will be expensive for taxpayers. In most cases, however,
regulatory forbearance will ensure that excuses will be
found to rescue most financial firms, also at taxpayer
expense. A rescue not only avoids embarrassment for the
regulator but is also generally approved by Congress
because it saves jobs and avoids financial disruption. It can
be safely predicted, accordingly, that for the largest institu-
tions—those designated as systemically important—the
new resolution system will simply become a bailout system,
with the taxpayers handed the bill. The capital markets
understand this tendency on the part of regulators. That is
why the administration’s proposal for a special resolution
system for failing financial firms increases the likelihood
that the capital markets will see systemically important
firms as less likely than others to be allowed to fail, and
thus less risky as borrowers.  

Secretary Geithner defended this portion of his plan by
suggesting that it is merely doing for nonbanks what the
FDIC already does for banks. This argument omits the key
reasons for FDIC’s resolution process—why it exists and
who pays for it. Commercial banks and other depository
institutions perform a special role in our economy. They
offer deposits that can be withdrawn on demand or used to
pay others through an instruction such as a check. If a
bank should fail, its depositors are immediately deprived of
the ready funds they expected to have available for such
things as meeting payroll obligations, buying food, or 
paying rent. Because of fear that a bank will not be able to
pay in full on demand, banks are also at risk of “runs”—
panicky withdrawals of funds by depositors. Although runs
can be valuable and efficient market discipline for insol-
vent banks, they can be frightening experiences for the
public and disruptive for the financial system. The unique
attribute of banks—that their liabilities (deposits) may be
withdrawn on demand—is the reason that banks, and 
only banks, are capable of creating a systemic event if they
fail. If a bank cannot make its payments to other banks,
the others can also be in trouble, as can their customers.
That is systemic risk, but it is unlikely to be caused by 
any other kind of financial institution because these 
financial institutions—securities firms, hedge funds, 
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insurance companies, and others—tend to borrow for a 
specific term or to borrow on a collateralized basis. Their
failures, then, do not cause any immediate cash losses to
their lenders or counterparties. Losses
occur, to be sure, but those who suffer them
do not lose the immediate access to cash
that they need to meet their current obli-
gations. It is for this reason that describing
the operations of these nondepository 
institutions as “shadow banking” is so 
misleading. It ignores entirely the essence
of banking—which is not simply lending—
and how it differs from other kinds of finan-
cial activity.

Because of the unique effects that are
produced by bank failures, the Fed and the
FDIC have devised systems for reducing the
chances that banks will not have the cash to meet their
obligations. The Fed lends to healthy banks (or banks it
considers healthy) through what is called the discount
window—making cash available for withdrawals by 
worried customers—and the FDIC will normally close
insolvent banks just before the weekend and open them 
as healthy, functioning institutions on the following 
Monday. In both cases, the fears of depositors are allayed
and runs seldom occur. Although Secretary Geithner is
correct that the administration’s plan would, in effect,
extend FDIC bank resolution processes to other financial
institutions, for the reasons outlined above, there is much
less reason to do so for financial institutions other than
banks. Indeed, as discussed below, if the market had been
functioning normally in September 2008, both AIG and
Lehman Brothers could have been allowed to fail without
severe market disruption. 

There is also the question of funding. Funds from some
source are always required if a financial institution is either
resolved or rescued. The resolution of banks is paid for by
the premiums that banks pay for deposit insurance; only
depositors are protected, and then only up to $250,000.
Unless the idea is to create an industry-supported fund 
of some kind for liquidations or bailouts, the Geithner 
proposal will require the availability of taxpayer funds 
for winding up or bailing out firms considered to be sys-
temically important. If the funding source is intended to 
be the financial industry itself, it would have to entail a
very large tax. The funds used to bail out AIG alone are
four times the size of the FDIC fund for banks and S&Ls
when that fund was at its highest point—about $52 billion
in early 2007. If the financial industry were to be taxed in

some way to create such a fund, it would put all of these
firms—including the largest—at a competitive disadvan-
tage vis-à-vis foreign competitors and would, of course,

substantially raise consumer prices and
interest rates for financial services. The 
24 percent loss rate that the FDIC has suf-
fered on failed banks during the past year
should provide some idea of what it will
cost the taxpayers to wind up or (more
likely) bail out failed or failing financial
institutions that the regulators flag as sys-
temically important. The taxpayers would
have to be called upon for most, if not all,
of the funds necessary for this purpose. So,
while it might be attractive to imagine the
FDIC resolving financial institutions of all
kinds the way it resolves failed or failing

banks, it opens the door for the use of taxpayer funds to
protect the regulators of all financial institutions against
charges that they failed to do their jobs properly. 

Sometimes it is argued that bank holding companies
(BHCs) must be made subject to the same resolution 
system as the banks themselves, but there is no apparent
reason why this should be true. The whole theory of 
separating banks and BHCs is to be sure that BHCs could
fail without implicating or damaging the bank, and this
has happened frequently. If a holding company of any
kind fails, its subsidiaries can remain healthy, just as the
subsidiaries of a holding company can go into bankruptcy
without implicating the parent. If a holding company
with many subsidiaries regulated by different regulators
should go into bankruptcy, there is no apparent reason
why the subsidiaries cannot be sold off if they are healthy
and functioning, just as Lehman’s broker-dealer subsidiary
was sold to Barclays Bank immediately after Lehman
declared bankruptcy. If there is some conflict between
regulators, these—like conflicts between creditors—
would be resolved by the bankruptcy court. Moreover, if
the creditors, regulators, and stakeholders of a company
believe that it is still a viable entity, chapter 11 of the
Bankruptcy Code provides that the enterprise can con-
tinue functioning as a “debtor in possession” and come
out of the proceeding as a slimmed-down and healthy
business. Several airlines that are functioning today went
through this process, and—ironically—some form of
prepackaged bankruptcy that will relieve the auto 
companies of their burdensome obligations is one of 
the options the administration is considering for that
industry. (Why bankruptcy is considered workable for the
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auto companies but not financial companies is some-
thing of a mystery.) In other words, even if it were likely
to be effective and efficient—which is doubtful—a special
resolution procedure for financial firms is unlikely to
achieve more than the bankruptcy laws now permit.

In addition to increasing the likelihood that systemi-
cally important firms will be bailed out by the government,
the Geithner resolution plan will also raise doubts about
priorities among lenders, counterparties, shareholders, and
other stakeholders when a financial firm is resolved or 
rescued under the government’s control, rather than in a
bankruptcy proceeding. In bankruptcy, a court decides
how to divide the remaining resources of the bankrupt
firm. Even in an FDIC resolution, insured depositors have
a preference. It is not clear who would get bailed out and
who would take losses under the administration’s plan. 
In any event, the current bankruptcy system is regarded as
potentially “disorderly,” although why a resolution by a
government agency will be more orderly has not been
specified. In any event, it is likely that favored constituen-
cies will seek, and probably get, more of the available funds
in a windup or a bailout carried out by a government
agency than they would in a normal bankruptcy. Given
that bailouts are going to be much more likely than liqui-
dations, especially for systemically important firms, a spe-
cial government resolution or rescue process will also
undermine market discipline and promote more risk-
taking in the financial sector. In bailouts, the creditors will
be saved in order to prevent a purported systemic break-
down, reducing the risks that creditors believe they will be
taking in lending to systemically important firms. Over
time, the process of saving some firms from failure will
weaken all firms in the financial sector. Weak manage-
ments and bad business models should be allowed to 
fail. That makes room for better managements and better
business models to grow. Introducing a formal rescue
mechanism will only end up preserving bad managements
and bad business models that should have been allowed to
disappear while stunting or preventing the growth of their
better-managed rivals. Finally, as academic work has
shown again and again, regulation suppresses innovation
and competition and adds to consumer costs. 

With all these deficiencies in the administration’s plan
for creating systemically important companies—together
with a special liquidation or bailout system as an alterna-
tive to bankruptcy—it is useful to consider the adminis-
tration’s rationale for such an extraordinary change in 
the financial sector’s structure and competitive conditions.
It appears, in this connection, that the administration is

resting its case on only two events—the failure of Lehman
Brothers and the rescue of AIG—as the reasons for
advancing its extraordinary plan. Both examples, as dis-
cussed below, are inapposite. AIG should not have been
rescued—saving the taxpayers $200 billion—and
Lehman’s failure was not the disruptive incident that has
been portrayed in the media and elsewhere. Indeed, if the
market had been functioning normally when Lehman
failed, its failure, like Drexel Burnham Lambert’s in 1990,
would have caused little market disruption. 

The Exaggerated Significance of AIG 
and Lehman

Secretary Geithner has defended his proposal by arguing
that, if it had been in place, the rescue of AIG last fall
would have been more “orderly” and the failure of Lehman
Brothers would not have occurred. Both statements 
might be true, but would that have been the correct policy
outcome? Recall that the underlying reason for the admin-
istration’s plan to designate and specially regulate systemi-
cally important firms is that the failure of any such
company would cause a systemic event—a breakdown in
the financial system and perhaps the economy as a 
whole. Using this test, it is clear at this point that neither
AIG nor Lehman is an example of a large firm creating 
systemic risk. 

In a widely cited paper, John Taylor of Stanford Uni-
versity concluded that the market meltdown and the
freeze in interbank lending that followed the Lehman and
AIG events in mid-September 2008 did not begin until
the Treasury and Fed proposed the initial Troubled Asset
Relief Program funding later in the same week, an action
that suggested (along with then–treasury secretary Henry
M. Paulson’s warnings of imminent doom) that financial
conditions were much worse than the markets had
thought.5 Taylor’s view, then, is that AIG and Lehman did
not have any causal relationship to the meltdown that
occurred later that week. 

Since neither firm was a bank or other depository 
institution, this is highly plausible. Few of their creditors
were expecting to be able to withdraw funds on demand to
meet payrolls or other immediate expenses, and later
events and data have cast doubt on whether the failure of
Lehman or AIG (if it had not been bailed out) would have
caused the losses many have claimed. Advocates of
broader regulation frequently state, and the media dutifully
repeat, that the financial institutions are now “intercon-
nected” in a way that they have not been in the past. 
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This idea reflects a misunderstanding of the functions 
of financial institutions, all of which are intermediaries 
in one form or another between sources of funds and users
of funds. In other words, they have always been inter-
connected in order to perform their inter-
mediary functions. The right question is
whether they are now interconnected in a
way that makes them more vulnerable 
to the failure of one or more institutions
than they have been in the past, and there
is no evidence of this. The sections below
strongly suggest that there was no need to
rescue AIG and that Lehman’s failure was
problematic only because the market was in
an unprecedentedly fragile and panicky
state in mid-September 2008.

AIG Should Have Been Sent to Bankruptcy.
AIG’s quarterly report on Form 10-Q for
the quarter ended June 30, 2008—the last
quarter before its bailout in September—
shows that the company had borrowed, or
had guaranteed subsidiary borrowings, in
the amount of approximately $160 billion,
of which approximately $45 billion was
due in less than one year.6 Very little of this
$45 billion was likely to be immediately
due and payable, and thus, unlike a bank’s
failure, AIG’s failure would not have created an immediate
cash loss to any significant group of lenders or counterpar-
ties. Considering that the international financial markets
are more than $12 trillion, the $45 billion due within a
year would not have shaken the system. Although losses
would eventually have occurred to all those who had lent
money to AIG, they would have occurred over time and
been worked out in a normal bankruptcy proceeding, after
the sale of its profitable insurance subsidiaries.

Many of the media stories about AIG have focused on
the AIG Financial Products subsidiary and the obligations
that this group assumed through credit default swaps
(CDSs). However, it is highly questionable whether 
there would have been a significant market reaction if AIG
had been allowed to default on its CDS obligations in Sep-
tember 2008. CDSs—although they are not insurance—
operate like insurance; they pay off when there is an actual
loss on the underlying obligation that is protected by the
CDS. It is much the same as when a homeowners’ insur-
ance company goes out of business before there has been a
fire or other loss to the home. In that case, the homeowner

must go out and find another insurance company, but 
he has not lost anything except the premium he has paid.
If AIG had been allowed to default, there would have been
little if any near-term loss to the parties that had bought

protection; they would simply have been
required to go back into the CDS market
and buy new protection. The premiums for
the new protection might have been more
expensive than what they were paying
AIG, but even if that were true, many of
them had received collateral from AIG
that could have been sold in order to defray
the cost of the new protection.7 CDS con-
tracts normally require a party like AIG
that has sold protection to post collateral as
assurance to its counterparties that it can
meet its obligations when they come due.

This analysis is consistent with the 
publicly known facts about AIG. In mid-
March, the names of some of the counter-
parties that AIG had protected with CDS
became public. The largest of these counter-
parties was Goldman Sachs. The obligation
to Goldman was reported as $12.9 billion; the
others named were Merrill Lynch ($6.8 bil-
lion), Bank of America ($5.2 billion), 
Citigroup ($2.3 billion), and Wachovia
($1.5 billion).8 Recall that the loss of CDS

coverage—the obligation in this case—is not an actual
cash loss or anything like it; it is only the loss of coverage
for a debt that is held by a protected party. For institutions
of this size, with the exception of Goldman, the loss of
AIG’s CDS protection would not have been problematic,
even if they had in fact already suffered losses on the
underlying obligations that AIG was protecting. More-
over, when questioned about what it would have lost if
AIG had defaulted, Goldman said its losses would have
been “negligible.” This is entirely plausible. Its spokesman
cited both the collateral it had received from AIG under
the CDS contracts and the fact that it had hedged its AIG
risk by buying protection against AIG’s default from third
parties.9 Also, as noted above, Goldman only suffered the
loss of its CDS coverage, not a loss on the underlying debt
the CDS was supposed to cover. If Goldman, the largest
counterparty in AIG’s list, would not have suffered sub-
stantial losses, then AIG’s default on its CDS contracts
would have had no serious consequences in the market.
This strongly suggests that Secretary Geithner’s effort to
justify the need for a systemic regulator is based on very
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weak or exaggerated data. AIG could have been put into
bankruptcy with no costs to the taxpayers. A systemic 
regulator would have rescued AIG—just as the Fed did—
amounting to an unnecessary cost for U.S. taxpayers 
and an unnecessary windfall for AIG’s counterparties. We
will probably never know why the Fed decided to bail 
out AIG, but the most likely reason is that it simply pan-
icked at the market’s reaction to the Lehman failure.

Lehman’s Failure Did Not Cause a Systemic Event.
Despite John Taylor’s analysis, it is widely believed that
Lehman’s failure proves that a large company’s default,
especially when it is “interconnected” through CDSs, can
cause a systemic breakdown. For that reason, Secretary
Geithner contends, there should be some authority in the
government to seize such a firm and keep its 
failure from affecting others. Even if we accept, contrary to
Taylor, that Lehman’s failure somehow precipitated the
market freeze that followed, it does not support the propo-
sition that, in a normal market, Lehman’s failure would
have caused a systemic breakdown. In fact, analyzed in
light of later events, it is evidence for the opposite conclu-
sion. First, after Lehman’s collapse, there is only one exam-
ple of any other organization encountering financial
difficulty because of Lehman’s default. That example is the
Reserve Fund, a money market mutual fund that held a
large amount of Lehman’s commercial paper at the time
Lehman defaulted. This caused the Reserve Fund to “break
the buck”—to fail to maintain its share price at exactly one
dollar—and it was rescued by the Treasury. The fact 
that there were no other such cases, among money mar-
ket funds or elsewhere, demonstrates that the failure of
Lehman in a calmer and more normal market would not
have produced any significant knock-on effects. In addi-
tion, when Lehman’s CDS obligations were resolved a
month after its bankruptcy, they were all resolved by 
the exchange of only $5.2 billion among all the counter-
parties, a minor sum in the financial markets and certainly
nothing that in and of itself would have caused a mar-
ket meltdown.10

So, what relationship did Lehman’s failure actually
have to the market crisis that followed? The problems that
were responsible for the crisis had actually begun more
than a year earlier, when investors lost confidence in the
quality of securities—particularly mortgage-backed securi-
ties (MBS)—that had been rated AAA by rating agencies.
As a result, the entire market for asset-backed securities of
all kinds became nonfunctional, and these assets simply
could not be sold at anything but a distress price. Under

these circumstances, the stability and even the solvency of
most large financial institutions—banks and others that
held large portfolios of MBS and other asset-backed secu-
rities—were in question. 

In this market environment, Bear Stearns was rescued
through a Fed-assisted sale to JPMorgan Chase in March
2008. The rescue was not necessitated because failure
would have caused substantial losses to firms “intercon-
nected” with Bear, but because the failure of a large finan-
cial institution in this fragile market environment would
have caused a further loss of confidence—by investors,
creditors, and counterparties—in the stability of other
financial institutions. This phenomenon is described in a
2003 article by George Kaufman and Kenneth Scott, who
write frequently on the subject of systemic risk. They point
out that when one company fails, investors and counter-
parties look to see whether the risk exposure of their own
investments or counterparties is similar: “The more similar
the risk-exposure profile to that of the initial [failed com-
pany] economically, politically, or otherwise, the greater is
the probability of loss and the more likely are the partici-
pants to withdraw funds as soon as possible. The response
may induce liquidity and even more fundamental solvency
problems. This pattern may be referred to as a ‘common
shock’ or ‘reassessment shock’ effect and represents correla-
tion without direct causation.”11 In March 2008, such an
inquiry would have been very worrisome; virtually all the
large financial institutions around the world held the same
assets that drove Bear toward default. 

Although the rescue of Bear temporarily calmed the
markets, it led to a form of moral hazard—the belief that
in the future governments would rescue all financial 
institutions larger than Bear. Market participants simply
did not believe that Lehman, just such a firm, would not be
rescued. This expectation was shattered in September
2008 when Lehman was allowed to fail, leading to exactly
the kind of reappraisal of the financial health and safety 
of other institutions described by Kaufman and Scott.
That is why the market froze at that point; market par-
ticipants were no longer sure that the financial institutions
they were dealing with would be rescued, and thus it was
necessary to examine the financial condition of their
counterparties much more carefully. For a period of time,
the world’s major banks would not even lend to one
another. So what happened after Lehman was not the 
classic case of a large institution’s failure creating losses at
others—the kind of systemic risk that has stimulated the
administration’s effort to regulate systemically important
firms. It was caused by the weakness and fragility of the
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financial system that began almost a year earlier, when 
the quality of MBS and other asset-backed securities 
was called into question and became
unmarketable. If Lehman should have
been bailed out, it was not because its fail-
ure would have caused losses to others—
the reason for the designation of
systemically important firms—but because
the market was in an unprecedented 
condition of weakness and fragility. 

Thus, the two examples that Secretary
Geithner has used to push his plan are
inapposite. AIG should clearly have been
sent to bankruptcy court, and Lehman’s
failure was only important because it
caused market participants to reappraise
the risks of dealing with one another in an
unprecedented market environment—in
which almost every large financial institu-
tion was already weak and possibly insol-
vent. Regrettably, the administration is
using these two inapposite examples—its
only examples—to set in place an entirely
new, broader, and wholly unnecessary sys-
tem of regulation and resolution. In the
unlikely event that the worldwide financial markets in the
future were to again become fragile and fearful, it would be
far better to have an ad hoc response from the U.S. gov-
ernment than to establish a vast new regulatory structure
today for an event that is a wildly remote possibility.

The Weak Case for Designating 
Systemically Important Firms

Even if there were facts that made it sensible to designate
systemically important companies today and create a 
special system of resolution for them, major questions
would still be unresolved. 

How Would Systemically Important Firms Be Identified?
Even if a systemic event could be caused by the failure of a
systemically important firm, how would we identify such a
firm in advance? Secretary Geithner has cited numerous
criteria in addition to size, including reliance on short-
term funding or whether it is a source of credit for house-
holds.12 There are no examples of a large financial
institution’s failure actually causing a systemic event for
the simple reason that, in every case of a large bank’s fail-
ure, it has been bailed out. When other kinds of financial

institutions have failed, no systemic disruption has
occurred. In theory, for the reasons outlined earlier, the

failure of a large bank could result in a sys-
temic breakdown, but on what basis would
nonbanks be designated as systemically
important? Experience provides no answer.
Making things tougher for the proponents
of the administration’s plan is the fact that
the only examples we have contradict their
assumptions. Not only have large nonbank
financial institutions such as Drexel Burn-
ham failed without causing a systemic
event, but the failure of quite small firms
have caused what some might consider 
systemic events, even though no one would
have classified them as systemically impor-
tant in advance. For example, when two
tiny securities dealers—Bevill, Bresler and
ESM—failed in the mid-1980s, Paul Volcker,
then chairman of the Federal Reserve
Board, told Congress: “The failure of some
dealers operating at the periphery of the
market . . . did have severe repercussions 
for some customers. The insolvency of a
number of thrift institutions was precipi-

tated, while other institutions involved in financing or 
servicing the fringe dealers were placed in some jeopardy.
In our highly interrelated and interdependent financial
markets, these developments carried at least the seeds of
more widespread systemic problems.”13 This comment
provides an indication of how malleable the concept of
systemic risk can be. In another well-known case, the 1976
failure of Herstatt Bank, a small German bank, caused a
breakdown in the international payment system, although
Herstatt would not have been on anybody’s list of sys-
temically important institutions when it failed.14 What
the Herstatt case shows is that regulating systemically
important firms does not provide any assurance that 
systemic risk will be avoided. It creates the dangers to 
competition discussed above, suppresses innovation, and
raises costs, but it does not make the financial system
materially safer.

Anyway, Would Regulation Work? Even if we assume
that it is possible to determine in advance which firms will
cause systemic risk, would regulation prevent it? Although
this idea is central to the administration’s case, all the 
evidence we have points the other way: regulation is sim-
ply not effective in preventing risk-taking and failure. The
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evidence is too clear to be ignored. After the S&L debacle
in the late 1980s and early 1990s—a financial crisis in
which most of the S&L industry as well as almost 1,600
commercial banks failed—Congress adopted FDICIA. 
At the time, this legislation was considered extremely
tough banking legislation—so much so that, in a speech to
a conference at the Federal Reserve Bank of Chicago in
1992, Alan Greenspan, then chairman of the Federal
Reserve Board, complained that the law created too many
restrictions on banks.15 Greenspan might have had it
right; sixteen years after the adoption of FDICIA, we
entered the worst U.S. banking crisis since the Depression,
and perhaps the worst of all time. 

This does not say much for the effectiveness of regula-
tion, and it certainly does not provide a basis for believing
that if we were to extend safety-and-soundness regulation
beyond banks to other areas of the financial sector, we
would be doing anything to prevent another crisis in the
future. Indeed, there is significant evidence that regulation
introduces moral hazard and makes the failure or weakness
of regulated entities more likely. One example of this is the
contrast between hedge funds—unregulated as to safety
and soundness—and commercial banks, which are heavily
regulated for this purpose. Hedge funds have long been 
targets for lawmakers looking for opportunities to impose
new regulations.16 Yet, the current crisis was caused by 
regulated banks, not hedge funds, and although some
hedge funds have failed, no hedge funds have had to be
bailed out by the government because they might create
systemic risk. Moreover, hedge funds have performed
much better than regulated banks in protecting their
investors against losses. As Houman Shadab testified
recently before Congress: “Even throughout 2008, while
hedge funds have experienced the worst losses in their
entire history as an industry, they have still managed to
shield their investors’ wealth from the massive losses 
experienced by mutual funds and the stock market more
generally. From January through October 2008, the U.S.
stock market lost 32 percent of its value while the average
hedge fund lost approximately 15.48 percent.”17 Bank
stocks, of course, have performed worse than the stock
market as a whole. 

It is difficult, then, to escape the conclusion that regula-
tion would not achieve any of the objectives that the
administration has set out for it and that the motivation to
broaden regulation and extend it to other areas of the
financial economy is ideological, rather than based on facts,
evidence, or even experience. Regulation adds costs and
reduces competition and innovation. If it does not produce

outcomes that are better than market discipline—and it
certainly has not when we compare unregulated hedge
funds and regulated banks—it should not be imposed on
industries in which government backing is not present. 

Finally, the proponents of systemic regulation argue
that the administration’s plan should be adopted because
we have already bailed out so many firms that it is impos-
sible to return to a world in which there is no systemic 
regulation. In other words, the moral hazard already 
created by the bailouts that have occurred justifies new
and broader regulation. The cat, as they say, is out of the
bag. Leaving aside the absurdity of the government getting
more power because it made errors in the use of the power
it had already been given, the trouble with this argument
is that it treats the current financial crisis as an event that
is likely to recur in the future. However, this crisis—
involving as it does all developed countries and virtually
all major financial institutions—is an unprecedented
event that has required unprecedented actions by the 
government. To use the current crisis as a basis for a 
major policy change like that which the administration
has proposed, it is necessary to believe that a worldwide 
meltdown of financial institutions will be a routine event
in the future. But given the fact that nothing like this 
has ever happened before, there is no reason to believe
that after the current crisis is over the financial markets
will continue to expect bailouts of large nonbank financial
institutions.

A useful analogy is the Fed’s current role in addressing
the problems of the financial sector. Because of the sever-
ity of the crisis, the Fed has been working hand in glove
with the Treasury Department to provide funds for bank
rescues and bailouts. If the markets were to take this co-
operation as a precedent for the way the Fed will act in the
future, they could well conclude that the Fed is no longer
a truly independent central bank. However, most people
in the financial markets probably understand that the 
Fed’s extraordinary actions today will not create pre-
cedents for the future and that, when the current crisis is
over, the Fed will act to show its independence of the 
Treasury, with its reputation for objectivity in its decision-
making undiminished. 

The Fed and Treasury are well aware of this problem
and recently issued a joint statement pointing out that
“[a]ctions that the Federal Reserve takes, during this
period of unusual and exigent circumstances, in pursuit of
financial stability . . . must not constrain the exercise of
monetary policy.”18 In other words, the mere fact that
some extraordinary and unprecedented actions had to be
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taken to deal with this crisis does not mean that every-
thing in our financial system has changed. The same is true
for the structure of the financial system itself. It should be
designed for what is likely to occur in the future, not for a
situation like the current unprecedented crisis. 

Conclusion

The administration is attempting to build a case for a
wholesale restructuring of the financial markets on the
basis of two inapposite examples—AIG and Lehman. The
fundamental changes its plan entails—the establishment
of a powerful regulator with the authority to designate cer-
tain firms as systemically important and a system for
resolving or rescuing financial institutions other than
banks—will seriously impair competition in the financial
sector and threaten to create large companies that are not
significantly different in their competitive effect from 
Fannie Mae and Freddie Mac. Up to now, there has been
little resistance from the financial sector, but the adminis-
tration’s case for this vast change in financial regulation 
is so weak—and the result of implementing its plan so
troubling—that concerted financial industry opposition is
likely to develop.
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